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BEFORE THE STATE BOARD OF EQUALI ZATI ON
OF THE STATE OF CALI FORNI A

In the Matter of the Appeal of )
AVERI CAN Al RLI NES, 1INC. ;

Appear ances:

For Appel | ant: P. G Larie and 17, 0. English,
Assistant Treasurers of Ap-
pel | ant

For Respondent: Burl D. Lack, Chief Counsel;
Crawford H., Thomas, Associ ate
Tax Counsel

OPINION

This appeal is made pursuant to Section 25667 of the
Revenue and Taxation Code (fornerly Section 19 of the
Corporation Income Tax Act and Section 25 of the Bank and
Corporation Franchise Tax Act) fromthe action of the
Franchi se Tax Conmi ssioner (now succeeded by the Franchise
Tax Board) on the protests of Anmerican Airlines, Inc.
with respect to proposed assessments of additional corpora-
tion incone tax In the amount of $4,024,09 and franchise
tax in the amount of $4,392.82 for the incone years 1942
and 1943, respectively. ~ Certain of the adjustments made
in the £roposed assessments for these yearS have been
conceded by Appellant and are not questioned herein.

The first issue presented is whether the gain from
the sale of aircraft and equipment to the United States
Government in 1942 comes within the nonrecognition
grOV|S|ons of Section 1i(f) of the Corporation Incone

ax Act as a galn upon an involuntary:.conversion.

. Appellant, a Delaware corporation, operated an air-
line in California and other states during the years
involved herein. In early 1942, under a directive
I ssued by the President of the United States, the \War
Department took steps to commandeer from domestic air-
lines in this country all transport aircraft in excess
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of a certain nunber. N neteen planes and equi pnent
owned by Appellant were requisitioned by and sold to
the CGovernment at a gain of $l 094,651,89, -The
sal es were made between March 14 and May 29, 1942,
Because existing war conditions prevented the inmedi-
ate acquisition of replacenent planes Appellant
decided to establish a replacenent fund and proceeds
of the sales were deposited in a special deposit
account for that purpose, Due to economc cCircum
stances this plan was |ater abandoned and Appel | ant
reported its gain for federal income tax purposes
for the year 1942. After June, 1943, the funds re-
ceived upon sale of the planes in 1942 were used for
general conpany purposes. As soon as it became
possible to acquire planes from the Governnent
through the War Assets Corporation, pellant did so.
The first purchases were-made in Cctober, 1944; in
all 66 planes were purchased by Appellant during
1944, 1945 and 1946,

DurinP the year 1942, Section 11{(f) of the Cor-
poration Income Tax Act was,in all respects
material hete, simlar to Section 112(f) of the

I nternal Revenue Code, and provided as foll ows:

"If p{opentyv&ﬁs aresult of its
destruction in whole or in part, theft
or seizure, or an exercise of the power
of requisition or condemation, or the
threat or immnence thereof) is com
pul sorily or involuntarily converted
Into property simlar or related in
service or use to the property so con-
verted, or into nmoney which is forth-
with in.good faith, under regulations
prescribed by the conm ssioner, ex-
pended in the acquisition of other
property simlar or related in service
or use to the property so converted,
or in the acquisition of control of a
corporation owning such other property,
or 1n the establishment of a replacenent
fund, no gain or loss shall be recog-
nized. | any part of the noney is not
so expended, the gain, if any, shall be
recogni zed, but in an ampunt not in
excess of the nmoney which is not so ex-
pended. ' ?

Appel I ant contends that its gain should not be recog-

ni zed under Section 11(f) because it forthwith in good
faith used the proceeds fromthe requisitioned planes to
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acquire replacement aircraft. The Franchise Tax Board
on the other hand, argues that the nmoney received upon
the involuntary conversion of the planes was not ex-
pended for the acquisition of replacement planes as
the noney was not traceable to such purchases.

_I'n Frischkorn Devel opnent Conpany, 30 B.T.A., 8,
affi rmed TN B8 Fel. 2d 100D9thde Bp—‘oard of Tax Appeals
held that to come within Seection 203(b§(5)_ of the
Revenue Act of 1924 (predecessor of Section 112(f) of
the Internal Revenue Code) the taxpayer nust trace the
money received into the paynents for the property pur-
chased. The Board stated that this construction is
clearly indicated by the provision of the [ast sentence
of the Section that if any part of the noney is not ex-
pended for replacenent %aln shal | be recognized to an
ampunt not in excess of_ he noney not so expended. The
Board concluded, accordingly that the taxpayer may not
spend the noney for a genérraLr purpose, use ot her noney
for the purchase of Iike property and still receive the
benefits of the Section. Following this decision the
requi renent of tracing the proceeds was set forth in
t he Federal Regulations 86, Article 112(f)-1, i.ssued in

(now in Regulations 111, Section 29.112{f)-1), and
has been consistently upheld by subsequent deci'siofs,
gegfebec Box_& Lunber “Co., Inc. v, Commi ssioner, 1.68

ed, 2d 046, Ovider Realty Conpany V., Commissioner, 193
Fed, 2d 266, and Conthentar rearty | o ny, T.C..
Dec., Docket No. . entered January L1/, 1044,

_ There were no California regul ations on Section 11(f)
I n 1942, Regulation 25035(a) g Itle 18, California

Adm nistrative Code, Section 25035(a)), adopted in 1952,
-1s substantially the sane as_Sectlon.29.112%f)-lh Feder a
Re%ulation 111, and provides in.part that to avail it-
self of the non-recognition provisions of Section 25035
of the Revenue and Taxation Code (fornmerly Section 11(f)
of the Corporation Income Tax Act) wit i s not sufficient
for the taxpayer tc show that subsequent to the receipt
of money from a condemmation award it _purchased other
propertK simlar or related in use. The taxpayer mnust
trace the proceeds of the award into the paynents for

t he propertg SO purchased," Prior to the adoption of
Regulaticn 5035§a) the Federal Regulation above cited
ha Peen foll owed by Respondent as its admnistrative
practice.

Appel [ ant contends that in the absence of a Cali-
fornia regulation on Section 11(f) the Federal Regul a-
tion on Section 112(f) of the Internal Revenue Code,
requiring the tracing of prnceeds, is not authority for
such a requirenent in the California law. This argument
overlooks the fact that the tracing requirement
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originated in a judicial decision, i.e., Frischkorn
Devcl opnent Conpany, supra, construing the rdentica
“Tanguage of Section 112(f) and was added to the
Federal Regul ations after that decision. The_Frisch-
korn case was decided prior to the enactnent o
Section 11(f) of the Corporation | ncone Tax Act.
Since the provisions of Section 11(f) were copied
from the Federal statute it is presumed that our
Legi sl ntur ¢ i ntended to adopt the construction as
wel | as the language of the Federal statute,

Hol mes v. McColgan, 17 Cal. 2d 426; Union Ol

Associ ates v, Johnson, 2 Cal. 2d 727; Meanley v.
McColgan, 49 Cal. f&pp. 2d 313.

The noney received qfon the involuntary con-
version of planes in 1942 was admittedly used for

gener al puEPoses in 1943. Such noney, accordingly, was
not expended for replacenent planes acquired in

1944, 1945 and 1946, dnd it IS unnecessary tc con-
sider other requirements of the statute. " The gain
arose fromthe sale of business assets and was
properly included in Appellant's incone subject to

al | ocat1on.

The second issue involved in this appeal is
whet her the Conm ssioner was correct in apportion-
ing the value of Appellant's flight equipnent within
and without California upon the basis of revenue
mles flown within the State to total revenue mles
flown for tho purpose of determning the properay
factor of the allocation formula for 1942 and 1943.

To determine the portion of Apé)ael_l ant's not in-
come dcrived from sources within California for the
income years 1942 and 1943, allocation was-made bY
using the three-factor fornula of property, payro
and sales. ‘tuhprtien of A?pellant*s t angi bl e person-
aI(Froperty consisted 0F f I%Qt_equipment whi ch was
used both wthin and wthout lifornia,, Appellant,
for purposes of the property factor of the allocation
formula for 1942 and 1943, apportioned the entire
value of its flight equipnent without California,
-The Commissioner, however, assigned some of the flight
equi pment to this State upon the revenue mles basis.
The Percentage of revenue mles flown in California to
total revenue mles was 4.0594 for 1942 and 5.714 for
1943, For the income year 1942, the inclusion of the
ortion of the flight équipnent increased the Cali-
fornia property factor from1.2211%to 2.6508% and
i ncreased the percentage of total net income allocated
to California from4. 6056 to 5.082, For the incone
year 1943, the inclusion of the portion of the flight
equi pment increaseti tha property factor from 1.4633%
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to 2.7127% and increased the percentage of total net
incone allocated to California fromb.2270 to 5.6435,
The pay of flying Personnel,_for pur poses of the pay-
rpfl fgctpr, was al so apportioned upon a revenue
mles basis.

_ The Appel |l ant opposes the Comm ssioner's action

in this regard by contending that it would be nore
equitable to apportion the value of flight equipment
upon the basis of the number of arrivals and depart-
ures within the State to total arrivals and 'depart-
ures everywhere. The ratio of California arrivals

and departures to total arrivals and departures was
2.6969% for 1942 and 3.5294% for 1943. Appellant also
contends that it is unfair for the Conmm ssioner to use
a revenue mles percentage against flight equipnent
for ﬁurposes of the property factor as well as against
flight pay for purposes of the payroll factor fsince
the taxpayer is not given an opportunityof utilizing
al | necessary variables that reFFect its activity in
thc State.,”™ In our opinion, the Appellant's conten-
tions do not support a reversal of the Comm ssioner's
action on this issue.

Section 13 of the Corporation Income Tax Act in
1942 read as foll ows:

"In the case of corporations owning prop-
erty or engaging in business or activities
both within and without the S.afes the net
i ncome derived from sources within this State
shal | be determ ned by an-allocation upon the
basis of sales, purchaSes, expenses of nmanu-
facture, payrol |, value and situs of
tangi bl e property or by reference to any of
these or othur factors or by such other
met hod of allocation as is tairly calculated
to determne the net income from sources
within this State . ,.»

Section 10 of the Bank and Corporation Franchise Tax Act,
in all respects material here, was identical in 1943 to
Section 13. The construction ﬂlven the |anguage of one
IS, therefore, applicable to the other. These Sections
gave the Conm ssioner considerable discretionary power
to determne the formula or method of allocation to
carry out the purpose of the statutes to achieve a
proper apportionnment of business done within and with-
out the State. El Dorado Q1 Works v. McColgan, 34 Cal.
2d 731; Pacific Fruit _Express _Co. v. MélColgan., A7 Ral.
App. 2d 937 "One who attacks a fornula of apportionment
carries a distinct burden of show ng by ftclear and
cogent evidencetrthat it results in extraterritorial
val'ues being taxed." Butler Brothers v. McColgan,
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315 U SISSO%EJSOZé Edi son California Stores, Inc.hv.
McColgan . a 472, Inthis case el lant has
present ed no evi dence show ng t hat theéggmﬁsshnmn‘s
apportionment of the value of flight equipment wthin
and w thout California upon the percentage of revenue
mles flown resulted in the taxation of Incone
attributable to sources outside this State. |t has
been the |ong-standing practice of the Conmm ssioner
and of the Franchise Tax Board to apportion moveable
flight equi pment upon a revenue mile basis, The use
by the Conm ssioner of car mleage as the basis for
determning the amount of a railway refrigerator car
company's rolling stock within and wthout the State
for the purposes of the property factor in the appor-
tionment formula received judicial approval in Pacific
Fruit Express Co. v. McColgan,<upra. |n that CTase
car mJeage wasS al so USed as one of the factors in the
three-factor fornula (property, payroll and m|leage).
Ve conclude that Appellant has not met its burden of
proof on this issye.apdancordingly that the Com-
missionerts Method of allocation Must”be sustained.

A final issue involves the question whether the
Conmmi ssi oner _correctly included in Appellant's alloc-
abl e incone interest” which was received by Appell ant
in 1943 on United States Treasury Notes, %erles C

Appel I ant invested funds in United States
Treasury Notes of Tax Series C. In 1943 it recejved
interest on these notes in the ambunt of §35,278.98,
Treasury Notes of Tax Series C mature three years
after the date of issuance. During and after  the
second cal endar nonth following thé nmonth of issuance
the notes are receivable, at par and accrued inter-
est, by the collector of internal revenue in paynent
of any Federal income, estate or gift taxes assessed
against the original owner or his’estate. |f not
presented in paynment of taxes the notes are palg at
maturity, or at the option and request of the owner
may be redeened before maturity during or after the
sixth calendar nonth follow ng the month of issuance.
See Departnent Circular 696, CB 1942-2, p. 171.

Appel | ant corporation is not domciled in Cali-
fornia. As respects such a corporation the Franchise
Tax Board concedes that interest received from
sources not connected with the corporation's business
s not supject to allocation. The narrow question
for decision, therefore, is whether the securities in
question constituted an integral part of the corpora-
tion's unitary business, or an investnent separate

-166-



and apart fromthat business,

Because the treasury notes could be, and were,
used for payment of federal taxes substantially all
of which were inposed because of income from 4p-
pellant's airline operations, the Franchise Tax Board
contends that interest derived fromthe investment in
such notes should be considered as connected with the
corporation's unitary business, as is interest on
othor working capital enployed in that business.

The Appeal of Marcus Lesoinc, Inc., decided
July 7, 1942, cited bx,the Franchi se Tax Board, does
not sugport its position here. In that . matter we
hel d that interest derived from conditional sales
contracts was subject to allocation. The conditiona
sal es contracts, however, resulted directly from the
selling activities of the corporation and the manage-
ment and liquidation, as well as the acquisition, of
the contracts were carried on as integral parts of
the corporation's regular business operations. Such
Is not the situation here. The source of the interest
recei ved by ﬁfpellant was its investnent in governnent
securities and not the operation of its airline busi-
ness, or a related activity. |n view of these con-
siderations we conclude that the tax notes were not
an integral part of ippellant's unitary business and
that the interest derived therefrom was not subject
to allocation.

Pursuant to the views expressed in the opinion of
the Board on file in this proceeding, and good cause
appearing therefor,

| T I'S HEREBY ORDEREN) ADJUDGED 4iNp DECREED, pur -

suant to Section 25667 of the Revenue and Taxation
Code, that theaction of the Franchise Tax Conm ssion-
er (now succeeded by the Franchise Tax Board) on the
protests of American Airlines, Inc., with respect to
Proppsed assessnents of-additional COrporation I ncome
ax in the amount nf,$4,024,09 and franchise tax in
the anmount of §4,392.82 for the i ncome years 1942 and
1943, respectively, be and the same is hereby nodified
as follows: The  Commissioner's action in overruling
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Appel lant's protest against the proposed assessnent
of the amount of additional tax attributable to the
i nclusion of the sum of §35,278.98 in Appellant's
al l ocabl e income for the incone year 1943 i S hereby
reversed; in all other respects the action of the
Conmi ssioner is hereby sustained.

Done at-Sacranento, California, this 18th day
of Decenber, 1952, by the State Board of Equalization.

Wn_G_Bonelli , Chai r man
J. H Quinn , Member
Go. R Reilly , Member
,  Menber
,  Menber
ATTEST: F. S. Wahrhaftig ggé;g?ary
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